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Explanation of the Cover Graph

The Economic and Revenue forecast is usually based on the “Control” forecast produced by
Global Insight, Inc. In September 2005, however, the forecast was based on a scenario that
differed from the “Control” with respect to the price of oil. Our oil price forecast was based on
the futures price of light, sweet crude oil reported by the New York Mercantile Exchange on
September 9, 2005. The futures market indicated little change in the price of crude oil during the
next two years unlike the Global Insight forecast which expected a significant improvement. The
higher oil price assumption in our forecast raised inflation and lowered real growth. By the end of
2007 the consumer price indexwais 1.1 percentage points higher in our forecast than in the
“Control” forecast while real GDP was (.5 percentage points lower.
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Preface

The Economic and Revenue Forecast Council is required by Chapter 231, Section 34, Laws of
1992 (RCW 82.33.020) to prepare a quarterly state economic and revenue forecast and submit it to the
Forecast Council. This report presents the state’s economic and General Fund-State revenue forecast. It
is issued four times a year.

Copies on Compact Disc are available to Washington State businesses and residents for $2.50
per copy, and to those out-of-state for $5.00 per copy. You may contact our office for more subscrip-
tion information at (360) 570-6100 or by writing the Office of the Forecast Council, Post Office
Box 40912, Olympia, WA 98504-0912.

You may also access this report on our website at www.erfc.wa.gov.
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Executive Summary

U.S. Economic Forecast

e September 2005 economic and revenue forecast incorporated the preliminary GDP estimate
I for the second quarter of 2005. According to the preliminary estimate, real GDP grew ata 3.3
percent rate in the second quarter of 2005, down from 3.8 percent in the first quarter. Final
sales of domestic product, however, grew at a strong 5.4 percent, up from 3.5 percent in the first quarter
due to a sharp reduction in inventory accumulation. Most sectors contributed to the strong growth in sales
in the second quarter. Personal consumption expenditures grew at a 3.0 percent rate in the second quarter
led by a 7.7 percent increase in purchases of durable goods. Fixed investment growth remained strong in
the second quarter at 8.9 percent due to a 10.4 percent increase in business spending on equipment and
software and a 9.8 percent increase in residential fixed investment. Net exports added 1.2 percentage
points to GDP growth in the second quarter. Imports rose only 0.5 percent while exports jumped 13.2
percent. Government spending rose 2.7 percent in the second quarter.

Payroll employment growth improved to 1.9 percent in the second quarter from 1.6 percent in the first
quarter while the unemployment rate declined from 5.27 percent to 5.10 percent. Inflation, as measured
by the Consumer Price Index, shot up to 4.2 percent in the second quarter of 2005 from 2.4 percent in the
first quarter. The increase was entirely due to rising energy costs, however. Core inflation actually declined
from 2.6 percent to 2.0 percent. Housing starts declined at an 8.4 percent rate from 2.083 million units in
the first quarter to a still strong 2.038 million units in the second quarter while the mortgage rate edged
down from 5.75 percent to 5.74 percent. Housing starts have not been this high since 1978. The Federal
Open Market Committee continued its policy of gradually raising its target for the federal funds rate,
increasing it by 25 basis points on June 30th and again on August 9th. As of the September forecast, the
fed funds rate stood at 3.50 percent. The new national forecast indicates stronger GDP, income, and
employment growth than did the forecast adopted in June.

The U.S. economy had been on pace for a solid third quarter before Hurricane Katrina hit, devastating
the Gulf Coast along Louisiana and Mississippi, making almost all of Orleans and St. Bernard parishes
uninhabitable, disrupting trade, and sending gasoline prices through the roof. Katrina will take more than
half a percentage point off second-half 2005 GDP growth, but will add to 2006 growth as reconstruction
spending seeps into the economy. Afterward, we expect the U.S. economy to downshift and begin growing
atits “trend” rate. GDP growth is expected to slow to 3.5 percent this year from 4.2 percent in 2004.
Slower growth is expected in the next two years as the recovery matures. The forecast calls for growth
rates of 3.3 in 2006 and 2.9 percent in 2007. Nonfarm payroll employment rose 1.1 percent in 2004
which was the first significant increase in four years. The forecast assumes employment growth will improve
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to 1.6 percent this year, slowing to 1.5 percent in 2006 and 1.2 percent in 2007. The unemployment rate
also improved in 2004 for the first time in four years, declining to 5.53 percent from 5.99 percent in 2003.
The unemployment rate is expected to decline again this year to 5.12 percent. Unemployment is expected
to be little changed during the next two years with rates of 4.90 percent and 4.97 percent in 2006 and
2007. Inflation, as measured by the implicit price deflator for personal consumption expenditures, accelerated
to 2.6 percent in 2004 from 1.9 percent in 2003 and 1.4 percent in 2002. Rising energy costs continue to
boost overall inflation. Excluding food and energy, inflation rose only 2.0 percent in 2004. Energy will add
to inflation again this year and next year but will help restrain inflation in 2007 as energy prices finally
decline. The forecast expects inflation rates of 2.9 percent in 2005, declining to 2.5 percent in 2006 and
2.2 percent in 2007. The forecast assumes the Federal Reserve holds the funds rate steady at 3.5 percent
at its next two meetings, raising it to 3.75 percent in December.

Washington State Economic Forecast

The state’s employment growth rate slowed to 2.2 percent in the second quarter from 3.5 percent in
the first quarter. Manufacturing employment rose 1.0 percent in the second quarter following a 4.2 percent
surge in the first quarter. Aerospace employment rose at a 10.6 percent rate but manufacturing employment
other than aerospace declined at a 1.8 percent rate due to a 14.2 percent decline in food manufacturing
employment. Every private nonmanufacturing sector expanded in the second quarter led by the red hot
construction sector which grew 9.2 percent following an 14.3 percent increase in the first quarter. Growth
was strong in leisure and hospitality, education and health services, and professional and business services
which grew 3.9 percent, 3.8 percent, and 3.4 percent. Other services grew at a 2.1 percent rate while
financial activities employment rose 1.9 percent. Information employment inched up only 0.9 percent in
spite of a 6.9 percent increase in software employment while trade, transportation, and utilities employment
rose 0.8 percent. In the public sector, federal government employment fell 2.1 percent while state and local
government employment was unchanged.

Washington’s personal income in the first quarter of 2005 was $1.971 billion (0.9 percent) higher than
the estimate made in June. Total wages were $2.319 billion (1.9 percent) higher. Software wages were
$0.064 billion (1.5 percent) lower than expected. Non-software wages, however, were $2.383 billion
(2.1 percent) higher. Nonwage personal income was $0.348 billion (0.4 percent) below the June estimate.

The number of housing units authorized by building permit declined by 3,500 from 51,700 in the first
quarter to a still strong 48,200 in the second quarter. During the past four quarters, 52,100 units have been
authorized, a pace not seen since 1990. The number of single family units authorized dipped 1,200 in the
second quarter to 38,300 from 39,500 in the first quarter while multi-family permits fell 2,300 from 12,200
to 9,900.

The forecast also reflects Seattle consumer price data through June. After trailing the national average
during 2002, 2003, and 2004, Seattle inflation moved back to parity with the U.S. in the first six months of
2005, rising at a seasonally adjusted annual rate of 3.0 percent compared to 3.1 percent for the U.S. city
average. Core inflation (excluding food and energy) rose at a more moderate 2.3 percent rate in Seattle
and 2.2 percent for the U.S. city average.

The Washington forecast reflects the stronger growth in the U.S. forecast. Also, the Washington
aerospace employment forecast incorporates the slightly stronger growth experienced through August
which adds about 600 jobs. The trend growth rate through the end of 2007 has also been increased from
5,000 per year to about 6,000 per year. The software wage forecast is similar to the assumption made in
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June but the level is about $0.5 billion higher. Microsoft stock options are expected to continue to decline
but income from stock grants will grow. Software employment is expected to increase 4,300 from the
second quarter of 2005 to the fourth quarter of 2007 compared to 3,200 in the June forecast.

Washington nonfarm payroll employment increased 1.7 percent in 2004 following a 0.1 percent rise in
2003 and declines in 2001 and 2002. The forecast continues to expect a relatively weak recovery due to
the sluggish U.S. economy and only a modest upturn in aerospace. The forecast expects employment
growth to improve to 2.8 percent this year. Employment growth is expected to retreat to 2.2 percent in
2006 and 2.0 percent in 2007. Washington personal income was temporarily boosted by nearly 3 percentage
points in 2004 as a result of Microsoft’s special dividend in November 2004. As a result of that dividend,
Washington personal income growth jumped to 7.1 percent in 2004 from 2.8 percent in 2003. Excluding
the special dividend, however, growth in 2004 would have been a more moderate 4.3 percent. Personal
income growth is expected to slow in 2005 to 3.9 percent but this is also distorted by the one-time
dividend. Excluding the special dividend, the forecast expects personal income growth to improve to 6.7
percent this year and 7.5 percent next year before slowing slightly to 6.3 percent in 2007. Housing activity
remains very strong. Housing permits increased 7,300 in 2004 to 50,100 which is the highest annual total
since 1979. The strength in housing has been mostly in the single family market which continues to benefit
from low mortgage rates. Higher mortgage rates are expected to weaken the single family market during
the next three years. Offsetting this will be stronger population growth which should boost single family and
multi-family activity. The forecast expects housing permits to remain strong at 49,700 in 2005, 49,200 in
2006, and 47,800 in 2007. The weak Washington economy has slowed inflation in the area in spite of
soaring energy costs. Inflation, as measured by the Seattle consumer price index declined in 2004 to 1.2
percent from 1.6 percent in 2003. The strengthening local economy and higher energy costs should result
in higher inflation in the next three years. The forecast expects inflation rates of 3.2 percent in 2005, 2.7
percent in 2006, and 2.2 percent in 2007.

Washington State Revenue Forecast

The September revenue forecast update reflects the impact of a stronger national economic expansion
than expected in June. In addition, revenue collections continue to benefit from very strong real estate and
construction related activity. As a result of these factors, the revenue forecast revision in September is an
increase of $492.9 million.

The September 2005 General Fund-State revenue estimate for the 2003-05 biennium is $23,393.6
million and the forecast for the 2005-07 biennium is $26,030.8 million. The total forecast revision for the
two biennia is $492.9 million which represents 1.9 percent of the 2005-07 revenue. Collection experience
during the last three months accounts for $97.3 million of the forecast change.

As required by law, optimistic and pessimistic alternative forecasts were developed for the 2005-07
biennium. The forecast based on more optimistic economic assumptions netted $863 million (3.3 percent)
more revenue than did the baseline while the pessimistic alternative was $967 million (3.7 percent) lower.
An alternative forecast based on the average view of the Governor’s Council of Economic Advisors
yielded $78 million (0.3 percent) less than did the baseline forecast.

Note: The economic data discussed in this chapter were current at the time the forecast was prepared. Many concepts
including real GDP have changed since then due to new releases and data revisions.
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Chapter 1

Washington State and U.S. Economic
Forecasts

Recent U.S. Economic Activity

Te September 2005 economic and revenue forecast incorporated the preliminary GDP esti-
mate for the second quarter of 2005. According to the preliminary estimate, real GDP grew at
a 3.3 percent rate in the second quarter of 2005, down from 3.8 percent in the first quarter.
Final sales of domestic product, however, grew at a strong 5.4 percent, up from 3.5 percent in the first
quarter due to a sharp reduction in inventory accumulation. Most sectors contributed to the strong growth
in sales in the second quarter. Personal consumption expenditures grew at a 3.0 percent rate in the second
quarter led by a 7.7 percent increase in purchases of durable goods. Consumer purchases of nondurable
goods rose 3.5 percent while spending on consumer services increased 1.9 percent. Fixed investment
growth remained strong in the second quarter at 8.9 percent due to a 10.4 percent increase in business
spending on equipment and software and a 9.8 percent increase in residential fixed investment. Nonresi-
dential construction rose at a 2.7 percent rate. Net exports added 1.2 percentage points to GDP growth in
the second quarter. Imports rose only 0.5 percent while exports jumped 13.2 percent. Government spending
rose 2.7 percent in the second quarter led by a 3.3 percent increase in state and local government pur-
chases. National defense spending increased 2.4 percent while other federal spending declined 0.1 per-
cent.

Payroll employment growth improved to 1.9 percent in the second quarter from 1.6 percent in the first
quarter while the unemployment rate declined from 5.27 percent to 5.10 percent. Inflation, as measured
by the Consumer Price Index, shot up to 4.2 percent in the second quarter of 2005 from 2.4 percent in the
first quarter. The increase was entirely due to rising energy costs, however. Core inflation actually declined
from 2.6 percent to 2.0 percent. Housing starts declined at an 8.4 percent rate from 2.083 million units in
the first quarter to a still strong 2.038 million units in the second quarter while the mortgage rate edged
down from 5.75 percent to 5.74 percent. Housing starts have not been this high since 1978. The Federal
Open Market Committee continued its policy of gradually raising its target for the federal funds rate,
increasing it by 25 basis points on June 30th and again on August 9th. As of the September forecast, the
fed funds rate stood at 3.50 percent. The new national forecast indicates stronger GDP, income, and
employment growth than did the forecast adopted in June.

U.S. Forecast Highlights

The U.S. economy had been on pace for a solid third quarter before Hurricane Katrina hit, devastating
the Gulf Coast along Louisiana and Mississippi, making almost all of Orleans and St. Bernard parishes
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uninhabitable, disrupting trade, and sending gasoline prices through the roof. Katrina will take more than
half a percentage point off second-half 2005 GDP growth, but will add to 2006 growth as reconstruction
spending seeps into the economy. Afterward, we expect the U.S. economy to downshift and begin grow-
ing atits “trend” rate. GDP growth is expected to slow to 3.5 percent this year from 4.2 percent in 2004.
Slower growth is expected in the next two years as the recovery matures. The forecast calls for growth
rates of 3.3 in 2006 and 2.9 percent in 2007. Nonfarm payroll employment rose 1.1 percent in 2004
which was the first significant increase in four years. The forecast assumes employment growth will im-
prove to 1.6 percent this year, slowing to 1.5 percent in 2006 and 1.2 percent in 2007. The unemployment
rate also improved in 2004 for the first time in four years, declining to 5.53 percent from 5.99 percent in
2003. The unemployment rate is expected to decline again this year to 5.12 percent. Unemployment is
expected to be little changed during the next two years with rates 0f4.90 percent and 4.97 percent in 2006
and 2007. Inflation, as measured by the implicit price deflator for personal consumption expenditures,
accelerated to 2.6 percent in 2004 from 1.9 percent in 2003 and 1.4 percent in 2002. Rising energy costs
continue to boost overall inflation. Excluding food and energy, inflation rose only 2.0 percent in 2004.
Energy will add to inflation again this year and next year but will help restrain inflation in 2007 as energy
prices finally decline. The forecast expects inflation rates of 2.9 percent in 2005, declining to 2.5 percent in
2006 and 2.2 percent in 2007. The forecast assumes the Federal Reserve holds the funds rate steady at
3.5 percent at its next two meetings, raising it to 3.75 percent in December.

1. Real GDP growth slowed to 3.7 percent in fiscal 2005 from 4.1 percent in 2004. Growth during
the last two years has been primarily driven by consumer spending, business spending on equip-
ment and software, residential fixed investment, and military spending. Increasing trade deficits,
however, have cost the economy nearly one percent per year in growth. Consumer spending and
business spending on equipment and software are expected to be the main contributors to GDP
growth in the next two years. The level of defense spending will remain high but the growth rate will
slow down. Residential investment growth is expected to turn negative by 2007 but net exports
should begin adding to growth by then. GDP growth is expected to slow further during the next
two years as the economy approaches its potential growth path. The forecast calls for GDP growth
rates of 3.4 percent in 2006 and 3.0 percent in 2007.

2. Inflation, as measured by the implicit price deflator for personal consumption expenditures, jumped
to 2.7 percent in fiscal 2005 from 2.1 percent in 2004. Surging energy costs continue to add to
overall inflation. Core inflation rose at a moderate 2.1 percent in fiscal 2005 following a 1.5 per-
cent increase in 2004. Core inflation is expected to remain moderate this year at 2.0 percent but
the addition of food and energy will raise the overall inflation rate to 3.0 percent. Falling energy
prices will help keep inflation in check during the final year of the forecast. The forecast expects an
overall inflation rate of 2.1 percent in 2007.

3. The Federal Reserve began raising its target interest rate in June of 2004. So far there have been
ten consecutive 25-basis-point increases bringing the federal funds rate up to 3.50 percent as of
August 9, 2005. In the wake of Hurricanes Katrina and Rita, the forecast assumes the Fed will
take no action at each of its next two meetings. Gradual increases are expected to resume in
December with the funds rate reaching 4.5 percent by the middle of 2006. The three-month Trea-
sury bill rate rose to 2.21 percent in fiscal 2005 from a 57-year-low 0.96 percent in fiscal 2004.
The forecast expects the T-bill rate to increase to 3.74 percent in 2006 and 4.34 percent in 2007
as the Fed continues to tighten. Mortgage rates declined slightly in fiscal 2005 from 5.92 percent in
fiscal 2004 to 5.78 percent in fiscal 2005. The forecast expects the mortgage rate to rise to 6.01
percent and 6.73 percent in 2006 and 2007.
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4. Supported by record-low mortgage interest rates, housing activity held up well during the reces-
sion and has accelerated in the last four years in spite of the lackluster recovery. Housing starts
increased 3.7 percent in fiscal 2005 to 2.017 million units following a 12.4 percent increase in
fiscal 2004. This was the highest level of permits since 1973. Not surprising, given the low mort-
gage rates, the strength has been primarily in the single family market. The 1.663 million single
family starts in 2004 was the highest ever. Housing starts are expected to decline over the next two
years as interest rates rise. The forecast calls for a 0.7 percent reduction in 2006 to 2.003 million
units and an 8.1 percent reduction in 2007 to 1.841 million units.

5. The nation’s unemployment rate declined in fiscal 2005 to 5.31 percent from 5.81 percent in 2004
and 5.89 percent in 2003. Little improvement is expected in the next two years as GDP growth
slows to its trend rate. The forecast calls for unemployment rates of 4.98 percent in 2006 and 4.93
percent in 2007.

6. The federal budget deficit (national income and product accounts basis) narrowed to $340.6
billion in fiscal 2005 from a record $426.0 billion deficit in 2004. The forecast assumes that Con-
gress will not allow all the Bush personal tax reductions to expire as scheduled but will tinker
enough to raise federal income tax receipts toward their historical average 8.2 percent of GDP.
Continued economic growth should also help reduce deficits in the future. The deficit is expected
to improve during the next two years though Hurricane Katrina will add to spending especially in
fiscal 2006. The forecast expects a deficit of $329.9 billion in 2006 and $309.3 billion in 2007.

7. The trade deficit has been a huge drag on GDP growth in recent years. The trade deficit (national
income and product accounts basis) increased in fiscal 2005 to an all-time record $677.0 billion
from $543.3 billion in 2004. The dollar is expected to resume its downward trend which should
help restrain imports and boost exports but, with the U.S. economy leading the global recovery,
the trade balance will continue to deteriorate for a while. The forecast expects the deficit to grow
to $784.7 billion in 2006 and $796.4 billion in 2007.

Table 1.1 provides a fiscal year summary of the U.S. economic indicators.

Recent Economic Activity in Washington

The Employment Security Department has released preliminary employment estimates through July
2005. This forecast is based on adjusted employment estimates as described in Adjustments to Economic
Data. The state’s employment growth rate slowed to 2.2 percent in the second quarter from 3.5 percent in
the first quarter. Manufacturing employment rose 1.0 percent in the second quarter following a 4.2 percent
surge in the first quarter. Aerospace employment rose at a 10.6 percent rate but manufacturing employ-
ment other than aerospace declined at a 1.8 percent rate due to a 14.2 percent decline in food manufac-
turing employment. Every private nonmanufacturing sector expanded in the second quarter led by the red
hot construction sector which grew 9.2 percent following an 14.3 percent increase in the first quarter.
Growth was strong in leisure and hospitality, education and health services, and professional and business
services which grew 3.9 percent, 3.8 percent, and 3.4 percent. Other services grew at a 2.1 percent rate
while financial activities employment rose 1.9 percent. Information employment inched up only 0.9 percent
in spite of a 6.9 percent increase in software employment while trade, transportation, and utilities employ-
ment rose 0.8 percent. In the public sector, federal government employment fell 2.1 percent while state
and local government employment was unchanged.

In March 2005 the U.S. Department of Commerce, Bureau of Economic Analysis (BEA) revised its
quarterly state personal income estimates through the fourth quarter of 2004 and released preliminary
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estimates for the first quarter. In addition, the wage estimates for the third quarter of 2004 through the first
quarter of 2005 have been adjusted to reflect the Covered Employment and Payrolls data produced by
the Department of Employment Security (see Adjustments to Economic Data). According to the adjusted
estimates, Washington’s personal income in the first quarter of 2005 was $1.971 billion (0.9 percent)
higher than the estimate made in June. Total wages were $2.319 billion (1.9 percent) higher. Software
wages were $0.064 billion (1.5 percent) lower than expected. Non-software wages, however, were
$2.383 billion (2.1 percent) higher. Nonwage personal income was $0.348 billion (0.4 percent) below the
June estimate.

The number of housing units authorized by building permit declined by 3,500 from 51,700 in the first
quarter to a still strong 48,200 in the second quarter. During the past four quarters, 52,100 units have been
authorized, a pace not seen since 1990. The number of single family units authorized dipped 1,200 in the
second quarter to 38,300 from 39,500 in the first quarter while multi-family permits fell 2,300 from 12,200
to 9,900.

The forecast also reflects Seattle consumer price data through June. After trailing the national average
during 2002, 2003, and 2004, Seattle inflation moved back to parity with the U.S. in the first six months of
2005, rising at a seasonally adjusted annual rate of 3.0 percent compared to 3.1 percent for the U.S. city
average. Core inflation (excluding food and energy) rose at a more moderate 2.3 percent rate in Seattle
and 2.2 percent for the U.S. city average.

Adjustments to Economic Data

This forecast utilized an alternative employment estimate developed by the Department of Employ-
ment Security which incorporates more recent covered employment and payrolls data than does the Bu-
reau of Labor Statistics (BLS) estimate. The alternative employment estimate incorporated the covered
employment and payrolls data through the first quarter of 2005 which added 14,900 (0.5 percent) to the
BLS Current Employment Statistics (CES) estimate for March 2005. By July 2005 the difference had
widened slightly to 15,600 (0.6 percent).

The BEA benchmarks its estimates for wage and salary disbursements to the Quarterly Census of
Employment and Wages (QCEW) data for all sectors except agriculture and federal government. We have
more up-to-date QCEW data for wages in the third and fourth quarters of 2004 as well as data for the first
quarter of 2005 which was unavailable to the Bureau of Economic Analysis (BEA) at the time of their latest
state personal income release. We derived wage estimates for these sectors for the third and fourth quar-
ters of 2004 and the first quarter of 2005 based on the QCEW data. Unadjusted BEA estimates were
used for farm, federal civilian, and military wages as well as for all nonwage components of personal
income. Our adjustments decreased the first quarter wage estimate by $2.917 billion (2.3 percent), sub-
tracting 1.3 percent from total personal income in that quarter.

Washington State Forecast Highlights

The Washington forecast reflects the stronger growth in the U.S. forecast. Also, the Washington aero-
space employment forecast incorporates the slightly stronger growth experienced through August which
adds about 600 jobs. The trend growth rate through the end of 2007 has also been increased from 5,000
per year to about 6,000 per year. The software wage forecast is similar to the assumption made in June but
the level is about $0.5 billion higher. Microsoft stock options are expected to continue to decline but
income from stock grants will grow. Software employment is expected to increase 4,300 from the second
quarter of 2005 to the fourth quarter of 2007 compared to 3,200 in the June forecast.
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Washington nonfarm payroll employment increased 1.7 percent in 2004 following a 0.1 percent rise in
2003 and declines in 2001 and 2002. The forecast continues to expect a relatively weak recovery due to
the sluggish U.S. economy and only a modest upturn in aerospace. The forecast expects employment
growth to improve to 2.8 percent this year. Employment growth is expected to retreat to 2.2 percent in
2006 and 2.0 percent in 2007. Washington personal income was temporarily boosted by nearly 3 per-
centage points in 2004 as a result of Microsoft’s special dividend in November 2004. As a result of that
dividend, Washington personal income growth jumped to 7.1 percent in 2004 from 2.8 percent in 2003.
Excluding the special dividend, however, growth in 2004 would have been a more moderate 4.3 percent.
Personal income growth is expected to slow in 2005 to 3.9 percent but this is also distorted by the one-
time dividend. Excluding the special dividend, the forecast expects personal income growth to improve to
6.7 percent this year and 7.5 percent next year before slowing slightly to 6.3 percent in 2007. Housing
activity remains very strong. Housing permits increased 7,300 in 2004 to 50,100 which is the highest
annual total since 1979. The strength in housing has been mostly in the single family market which continues
to benefit from low mortgage rates. Higher mortgage rates are expected to weaken the single family
market during the next three years. Offsetting this will be stronger population growth which should boost
single family and multi-family activity. The forecast expects housing permits to remain strong at 49,700 in
2005, 49,200 in 2006, and 47,800 in 2007. The weak Washington economy has slowed inflation in the
area in spite of soaring energy costs. Inflation, as measured by the Seattle consumer price index declined
in 2004 to 1.2 percent from 1.6 percent in 2003. The strengthening local economy and higher energy costs
should result in higher inflation in the next three years. The forecast expects inflation rates of 3.2 percent in
2005, 2.7 percent in 2006, and 2.2 percent in 2007.

1. Nominal personal income surged 7.7 percent in fiscal 2005 following 3.9 percent increase in 2004.
The strong growth was largely due to due the special one-time dividend paid by Microsoft in
December 2004. Without the special dividend, growth would have been 5.0 percent in 2005. The
improvement in growth in 2005, aside from the special dividend, was primarily due to much stron-
ger employment growth. Declining software stock option income continues to hurt overall income
growth. Excluding software wages as well as the special dividend, Washington personal income
would have increased 5.7 percent in 2005 rather than 5.0 percent. The forecast expects even
stronger income growth in the next two years. Employment growth should remain healthy and
average wage growth and nonwage income growth are expected to accelerate. Nominal income
growth will slow in 2006 to 4.9 percent due to the absence of the special dividend this year.
Excluding the special dividend impact, growth will accelerate to 7.6 percent in 2006, slowing
slightly to 6.9 percent in 2007. Software wages are not expected to have a major impact on
income growth in the next two years.

2. Washington real personal income growth jumped to 4.9 percent in fiscal 2005 from 1.8 percent in
2004, again largely because of the special Microsoft dividend in December 2005. Excluding the
special dividend, the improvement was more modest, from 1.8 percent to 2.2 percent. Much
stronger personal income growth is expected during the next two years. The forecast calls for real
personal income growth rates of 1.8 percent in 2006 (4.4 percent excluding the Microsoft special
dividend) and 4.7 percent in 2007.

3. Total payroll employment growth in Washington rose 2.4 percent in fiscal 2005 following a gain of
just 0.7 percent 2004 and declines in 2003 and 2002. The areas that suffered the most in the
recession in Washington were information technology, aerospace, and construction. Construction
employment has now moved well beyond its previous peak and continues to grow rapidly. The
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aerospace sector has begun a modest recovery and, with the exception of telecommunications, the
IT sector is in recovery. Washington payroll employment growth is expected to increase slightly to
2.5 percent in 2006 before slowing to 2.1 percent in 2007.

¢

Chapter 1

As of July, the aerospace recovery has added 6,400 jobs since the trough of the last downturn
in August 2004. Previously, 27,400 aerospace jobs had been lost since the September 11
terrorist attacks and 52,400 jobs had been lost since the June 1998 peak. Boeing expects to
deliver 320 planes this year and 395 planes in 2006 compared to 285 in 2004. A further
unspecified increase is expected in 2007 as well. In spite of the strong growth expected in
deliveries the upturn in employment is expected to be more gradual than in past cycles. The
forecast assumes fourth quarter to fourth quarter employment increases of 5,300, 6,000, and
5,700 in 2005, 2006, and 2007.

After more than a decade of robust and sustained growth, employment by Washington’s soft-
ware publishers flattened in mid-2001. From the beginning of 1990 through the second quar-
ter of 2001, the software employment growth rate averaged more than 16 percent per year.
During the next two years the average annual growth rate slowed to just 1.0 percent. Microsoft
continued to grow, albeit at a reduced rate, but other Washington software publishers suffered
absolute declines. During last two years, however, growth has picked up to an average rate of
5.4 percent and the monthly data through July indicate that growth in the third quarter of 2005
will be at a strong 8.8 percent rate. The forecast assumes that Microsoft employment will
continue to grow, though not nearly as fast as in the 1990s, and that non-Microsoft software
will also grow. Microsoft has announced that it expects to hire 4,000 to 5,000 employees
worldwide during the next year. In recent years, fewer than half of net new hires have been in
Washington, though. The forecast assumes software employment will grow at an average rate
of 3.6 percent per year during the remainder of the forecast.

Bolstered by a hot housing market, strong growth in Washington’s construction employment
during the two years has now erased the significant losses experienced during the recession.
Since the middle of 2003 growth has averaged 7.1 percent. Employment is now 14,500 (8.9
percent) higher than at the previous peak in the first quarter of 2001 and 24,200 (15.8 per-
cent) higher than at the trough in the first quarter of 2002. Housing held up pretty well during
the recession but nonresidential building in the Puget Sound area fell sharply. We believe the
commercial side has now stabilized and the recent strength in housing permits should support
construction employment in the near term. Higher interest rates are expected to depress single
family activity in the future but stronger migration into Washington should boost multi-family
activity. In addition, nonresidential construction is expected to recover. As a result, the fore-
cast expects fairly moderate construction employment growth averaging 1.4 percent per year
through 2007.

Financial activities employment grew rapidly right through the recession. From the end of
2000 through the third quarter of 2003 growth averaged 2.8 percent per year. The growth
was concentrated in credit intermediation and related activities, which clearly benefited by a
refinancing boom brought on by the decline in mortgage interest rates during this period. Em-
ployment in this sector plateaued when mortgage rates stopped falling in early 2003 but picked
up again in the fourth quarter of 2004. Year-over-year growth is expected to peak at 2.2
percent in the third quarter of this year. The forecast expects a 1.6 percent growth rate in the
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fourth quarter but a decline of 0.1 percent during the next year due to rising interest rates.
Growth is projected to improve to 1.0 percent during the final year of the forecast.

4 Washington retail trade employment fell farther during the recession than did U.S. retail trade
employment but the recovery here was also earlier and stronger. By the end 0f 2002 Washing-
ton retail trade employment had fallen 3.7 percent since its pre-recession peak. Most of the
decline was in the miscellaneous “other retail trade” category which includes e-tailing, a clear
casualty of the Dot-Com implosion. Since then, however, Washington retail trade employment
growth has generally been positive but weak, averaging 1.5 percent. In the second quarter of
2005 employment exceeded its pre-recession peak by a mere 0.1 percent. The forecast
expects trade employment growth to improve to an average annual rate of 2.1 percent per
year through the end of 2007.

4 Employment in the professional and business services sector plunged 6.5 percent from the end
0f2000 through the first quarter of 2002. The 20,100 jobs lost during the recession can be
attributed to employment services (mainly temporary help agencies), which fell 14,000 (26.1
percent) and computer systems design and related services, which fell 6,100 (20.1 percent).
These areas of weakness have turned around. During the last two years, employment in com-
puter systems design and related services has increased 5.7 percent while employment ser-
vices employment has soared 29.8 percent. As a result, overall professional and business
services employment growth has averaged 4.7 percent per year during the last two years. The
forecast expects fairly strong growth averaging 4.2 percent per year throughout the forecast.

4 State and local government employment grew throughout the recession but the protracted
slowdown in the state’s economy put pressure on state and local governments’ budgets with a
lag. From the end of 2000 through the second quarter of 2003, employment grew at an
average rate of 3.3 percent per year. Since then the growth rate has slowed to an average rate
of just 0.6 percent and just 0.3 percent excluding the small but rapidly expanding tribal gov-
ernment sector. The forecast expects a strong 3.1 percent increase in the third quarter of 2005
but we believe this is due to a seasonal anomaly in local government education employment
that will be reversed in the fourth quarter. Because of this, the forecast calls for a 0.7 percent
decline in the fourth quarter. The forecast assumes some improvement as state and local gov-
ernment budgets recover and tribal government employment should continue to grow rapidly
but growth will be restrained by slow school age population growth. The forecast expects an
average growth rate of 1.8 percent per year from the fourth quarter of 2005 through the end of
2007.

4. The number of housing units authorized by building permit in Washington rose 18.0 percent in fiscal
2005 to 52,100 units following increases of 14.9 percent and 3.4 percent in 2003 and 2004. The
strength in housing has been mainly in the single family market which has benefited from record low
mortgage interest rates. Single family permits increased 10.6 percent in 2005 to a 27 year high
38,000 units and multi-family permits jumped 44.0 percent to 14,100 units. Rising mortgage rates
will depress the single family market in 2006 and 2007. Partially offsetting this is stronger net
migration which should continue to boost multi-family activity. The net effect is a modest reduction
in overall activity during the next two years. The forecast expects a 5.1 percent reduction in 2006
to0 49,500 units followed by a 1.9 percent decrease in 2007 to 48,600 units.
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5. Inflation in the Seattle metropolitan area, as measured by the consumer price index for all urban
consumers, increased in fiscal 2005 to 1.9 percent from 1.3 percent in 2004. Core inflation in
Seattle was only 1.0 percent in 2005, up slightly from 0.4 percent in 2004. Seattle inflation trailed
the national average in 2003, 2004, and 2005 reflecting the more severe local recession. During
the previous 13 years Seattle inflation had exceeded the U.S. city average. Seattle inflation is
expected to remain slightly below U.S. inflation this year at 3.4 percent compared to 3.7 percent
for the U.S. The stronger local recovery should eventually cause Seattle inflation to rise above the
U.S. rate. The forecast calls for a Seattle inflation rate of 2.2 percent in 2007 compared to a
national rate of 2.0 percent.

Table 1.2 provides a fiscal year summary of the state economic indicators.

Alternative Forecasts

As required by statute, the Forecast Council has also adopted two alternatives to the baseline fore-
cast. One of these was based on more optimistic economic assumptions than the baseline and one was
based on more pessimistic assumptions. These alternatives are summarized in Table 1.3.

Optimistic Forecast: Six assumptions distinguish the optimistic scenario from the baseline forecast.
First, productivity is stronger. Underlying this assumption is the view that the information-driven technology
boom, which appears to have accelerated in recent years, continues. Second, foreign economic growth is
stronger. A stronger world economy boosts U.S. exports and strengthens domestic manufacturing. Third,
business investment is stronger. Fourth, the federal government budget deficit is lower. Fifth, housing starts
are stronger. And finally, the optimistic scenario assumes that oil prices are lower than in the baseline.
These assumptions produce a rosier outlook, with the economy growing 1.0 percentage points faster
during 2006 and 1.1 percentage points faster during 2007. Although economic growth and labor markets
are stronger, inflation is lower because of the stronger dollar and the higher productivity gains. The lower
inflation rate allows the Federal Reserve to keep the federal funds rate below the baseline value. Since
productivity growth is higher, potential GDP is higher and remains so throughout the forecast period. Job
growth is also stronger. Nonfarm employment is 1.1 million higher than in the baseline at the end of 2006
and 2.0 million higher at the end of 2007. Because job growth is strong, the unemployment rate stays
below its baseline rate over the forecast period. For Washington, the optimistic forecast assumes a more
typical, vigorous aerospace employment expansion than the modest growth assumed in the baseline.
Washington’s wages also grow faster than in the baseline. The strong economy raises Seattle CPI inflation
above the baseline forecast in the optimistic scenario in spite of strong productivity growth. The initial level
of Washington personal income is also higher in the optimistic scenario and population growth and con-
struction employment growth are stronger. By the end of the 2005-07 biennium Washington nonagricul-
tural employment is higher by 61,600 jobs than in the baseline forecast and Washington personal income is
$12.0 billion higher. The optimistic scenario generated $863 million (3.3 percent) more revenue in the
2005-07 biennium than did the baseline forecast.

Pessimistic Forecast: The pessimistic alternative assumes even higher oil prices than in the baseline. It
also assumes that there is less spare capacity than thought, both globally and in the U.S. economy. It also
assumes that the dollar weakens rapidly as foreign investors take fright at the spiraling trade deficit, and
thus lose confidence in the dollar. Interest rates rise as foreign investors diversify away from the dollar, and
the federal deficit widens relative to the baseline. The falling dollar adds to the upward pressure on infla-
tion. The Fed responds by accelerating the pace of tightening. Despite the more aggressive tightening, the
stock and bond markets both slip on signs that the Fed may have let inflation build up an unstoppable
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momentum. The Fed cannot permit this acceleration to continue, and so raises rates further in 2006. This
simulation also has a housing price bubble that ends inauspiciously. The average price of existing single-
family homes rises more than 10% above the baseline price in the fourth quarter of 2005, but then the
bubble bursts. Between the higher interest rates and persistently high energy prices, consumer confidence
begins to waver. Consumers rein in discretionary spending and the US economy slows. At the same time,
hiring lags, causing the unemployment rate to climb. The economy does not sink into recession in the
pessimistic alternative, but merely fails to come as close to its potential as in the baseline, with GDP growth
coming in 1.0 percentage points below the baseline rate in 2006 and 1.5 percentage points lower in 2007.
Atthe state level, the recovery in aerospace employment is much slower than in the baseline. Data revi-
sions show that the initial level of Washington personal income is lower than was assumed in the baseline.
Population growth is also slower in this scenario. Construction employment begins to decline again in the
fourth quarter of 2005 rather than continuing to rise as in the baseline. Because of the weak economy,
Washington wage growth and Seattle inflation are weaker than in the baseline forecast in spite of the higher
inflation assumption in the national pessimistic forecast. By the end of the 2005-07 biennium, Washington
nonagricultural employment is 62,300 lower than the baseline forecast and Washington personal income is
$9.2 billion lower. The pessimistic scenario produced $967 million (3.7 percent) less revenue in the 2005-
07 biennium than did the baseline forecast.

Governor’s Council of Economic Advisors Scenario

In addition to the optimistic and pessimistic forecasts, the staff has prepared a forecast based on the
opinions of the Governor’s Council of Economic Advisors (GCEA) as summarized in Table 1.3. In the
GCEA scenario, the U.S. and state forecasts were adjusted to match the average view of the Council
members. The Council members’ real GDP growth forecast was very similar to the baseline forecast. Their
inflation forecast was lower in 2006 but higher in 2007. Conversely, the Governor’s Council members’
interest rate forecasts were higher in 2006 and lower in 2007. The GCEA forecast for Washington State
was also similar to the baseline forecast. Their personal income growth forecasts, both real and nominal,
were stronger in 2006 but weaker in 2007. The average level of personal income during the 2005-06
biennium was lower in the GCEA scenario than in the baseline, though. The Council members expected
slightly stronger employment growth in both years and their housing permit forecast was also slightly higher.
At the end of the 2005-07 biennium Washington nonagricultural employment was 13,200 higher in the
GCEA forecast than in the baseline forecast but their Washington personal income forecast was $3.5
billion lower. The Governor’s Council scenario generated $78 million (0.3 percent) less revenue in the
2005-07 biennium than did the baseline forecast.

Note: The economic data discussed in this chapter were current at the time the forecast was prepared. Many concepts
including real GDP have changed since then due to new releases and data revisions.
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Table 1.1 Fiscal Years
U.S. Economic Forecast Summary
Forecast 2006 to 2007

2000 2001 2002 2003 2004 2005 2006 2007
Real National Income Accounts (Billions of Chained 2000 Dollars)

Real Gross Domestic Product 9,679.2 9,876.5 9,947.510,138.910,557.510,948.5 11,322.7 11,664.8
% Ch 4.5 2.0 0.7 1.9 4.1 3.7 3.4 3.0
Real Consumption 6,599.5 6,829.1 7,010.9 7,180.1 7,453.8 7,726.1 7,957.3 8,201.5
% Ch 5.0 3.5 2.7 24 3.8 3.7 3.0 3.1
Real Nonresidential Fixed Investment 1,186.8 1,229.4 1,115.3 1,061.8 1,130.6 1,242.5 1,360.5 1,464.8
% Ch 9.4 3.6 -9.3 -4.8 6.5 9.9 9.5 7.7
Real Residential Fixed Investment 449.8 4442 4571 483.0 5411 580.5 603.9 560.4
% Ch 3.5 -1.2 29 5.7 12.0 7.3 4.0 -7.2
Real Personal Income 8,209.2 8,524.6 8,567.5 8,593.3 8,815.5 9,133.0 9,398.7 9,764.0
% Ch 4.2 3.8 0.5 0.3 2.6 3.6 29 3.9
Real Per Capita Income ($/Person) 29,181 29,988 29,835 29,629 30,112 30,912 31,524 32,458
% Ch 3.0 2.8 -0.5 -0.7 1.6 27 2.0 3.0
Price and Wage Indexes
U.S. Implicit Price Deflator (2000=1.0) 0.988 1.011 1.027 1.046 1.067 1.096 1.130 1.154
% Ch 23 23 1.5 1.8 2.1 2.7 3.0 21
U.S. Consumer Price Index (1982-84=1.0) 1693 1.751 1.782 1.821 1.861 1917 1.988 2.027
% Ch 2.9 3.4 1.8 2.2 2.2 3.0 3.7 2.0
Employment Cost Index (June 1989=1.0) 1431 1487 1541 1585 1.630 1.670 1.716 1.778
% Ch 3.7 3.9 3.6 29 2.8 24 2.8 3.6
Current Dollar National Income (Billions of Dollars)
Gross Domestic Product 9,571.3 9,991.510,280.310,670.0 11,361.7 12,096.5 12,836.9 13,497.0
% Ch 6.4 4.4 2.9 3.8 6.5 6.5 6.1 5.1
Personal Income 8,115.3 8,622.2 8,798.7 8,988.3 9,410.810,014.010,618.6 11,265.2
% Ch 6.6 6.2 2.0 2.2 4.7 6.4 6.0 6.1
Employment (Millions)
U.S. Civilian Labor Force 142.0 143.2 1444 1459 146.8 148.2 150.5 152.7
Total U.S. Employment 1354 1372 1364 137.1 138.3 140.3 143.0 1452
Unemployment Rate (%) 4.07 4.13 5.47 5.89 5.81 5.31 4.98 4.93
Nonfarm Payroll Employment 130.60 132.25 130.88 130.12 130.48 132.57 134.67 136.50
% Ch 2.5 1.3 -1.0 -0.6 0.3 1.6 1.6 1.4
Manufacturing 17.29 17.04 1574 14.88 1433 1432 1424 14.09
% Ch -0.8 -1.4 -7.7 -5.4 -3.7 -0.0 -0.6 -1.1
Durable Manufacturing 10.85 10.75 9.83 9.21 8.88 8.95 8.94 8.89
% Ch -0.1 -0.9 -8.6 -6.2 -3.6 0.9 -0.1 -0.5
Nondurable Manufacturing 6.44 6.29 5.91 5.67 5.45 5.37 5.30 5.19
% Ch -1.9 -2.4 -6.0 -4.1 -3.8 -1.5 -1.3 -2.0
Construction 6.70 6.82 6.77 6.69 6.84 7.10 7.36 7.39
% Ch 54 1.8 -0.7 -1.2 2.2 3.8 3.6 0.5
Producing 106.01 107.78 107.78 107.97 108.74 110.54 112.43 114.35
% Ch 2.9 1.7 -0.0 0.2 0.7 1.7 1.7 1.7
Miscellaneous Indicators
Credit Outstanding/Disp. Income 22.4 23.4 241 24 .4 241 23.8 24.0 23.7
Auto Sales (Millions) 9.0 8.5 8.2 7.9 7.5 7.6 7.2 7.2
% Ch 7.8 -5.0 -4.3 -3.7 -4.3 0.2 -4.5 -0.0
Housing Starts (Millions) 1638 1.571 1.646 1.729 1.944 2,017 2.003 1.841
% Ch -1.3 -4.1 4.8 5.1 12.4 3.7 -0.7 -8.1
Federal Budget Surplus (Billions) 156.2 161.0 -135.8 -302.9 -426.0 -340.6 -329.9 -309.3
Net Exports (Billions) -323.9 -389.8 -375.7 -477.9 -543.3 -677.0 -784.7 -796.4
3-Month Treasury Bill Rate (%) 5.23 5.14 215 1.30 0.96 2.21 3.74 4.34
30-Year U.S. Govt. Bond Rate (%) 6.14 5.66 5.55 5.02 5.21 4.81 4.66 5.31
Bond Index of 20 G.O. Munis. (%) 5.82 5.35 5.14 4.77 4.79 4.50 4.62 5.30
Mortgage Rate (%) 8.05 7.45 6.88 5.93 5.92 5.78 6.01 6.73
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Table 1.2

Fiscal Years

Washington Economic Forecast Summary

Forecast 2006 to 2007

2000 2001 2002 2003 2004 2005 2006 2007

Real Income (Billions of Chained 2000 Dollars)

Real Personal Income
% Ch
Real Wage and Salary Disb.
% Ch
Real Nonwage Income
% Ch
Real Per Capita Income ($/Person)
% Ch
Price and Wage Indexes
U.S. Implicit Price Deflator (2000=1.0)
% Ch
Seattle Cons. Price Index (1982-84=1.0)
% Ch
Avg. Hourly Earnings-Mfg. ($/Hour)
% Ch
Current Dollar Income (Billions of Dollars)
Nonfarm Personal Income
% Ch
Personal Income
% Ch
Disposable Personal Income
% Ch
Per Capita Income ($/Person)
% Ch
Employment (Thousands)
Washington Civilian Labor Force
Total Washington Employment
Unemployment Rate (%)

Nonfarm Payroll Employment
% Ch
Manufacturing
% Ch
Durable Manufacturing
% Ch
Aerospace
% Ch
Nondurable Manufacturing
% Ch
Construction
% Ch
Service-Producing
% Ch
Software Publishers
% Ch
Housing Indicators (Thousands)
Housing Units Authorized by Bldg. Permit
% Ch
Single-Family
% Ch
Multi-Family
% Ch
Mortgage Rate (%)

185.815 188.591 190.450 191.548 195.008 204.519 208.249 218.091
6.3 1.5 1.0 0.6 1.8 4.9 1.8 4.7
110.278 108.885 107.510 107.387 108.690 110.918 115.246 120.634

8.4 -1.3 -1.3 -0.1 1.2 2.0 3.9 4.7
75.536 79.706 82.940 84.161 86.317 93.601 93.003 97.458
3.4 5.5 4.1 1.5 2.6 8.4 -0.6 4.8

31,661 31,621 31,569 31,442 31,655 32,742 32,803 33,783
5.1 0.2 -0.2 -0.4 0.7 3.4 0.2 3.0

0.988 1.011 1.027 1.046 1.067 1.096 1.130 1.154
23 23 1.5 1.8 2.1 2.7 3.0 2.1
1.757 1828 1.876 1910 1.935 1.973 2.041 2.086
3.2 4.0 2.7 1.8 1.3 1.9 3.4 2.2
16.42 17.30 18.34 17.88 18.15 18.57 19.05 19.39
2.8 5.4 6.0 -2.5 1.5 23 2.6 1.8

183.265 190.420 195.306 200.140 207.986 224.096 234.947 251.133
8.9 3.9 2.6 25 3.9 7.7 4.8 6.9
183.670 190.757 195.586 200.344 208.157 224.211 235.272 251.616
8.8 3.9 25 24 3.9 7.7 4.9 6.9
157.042 162.472 170.844 177.246 186.086 198.849 207.342 220.910
8.1 3.5 5.2 3.7 5.0 6.9 4.3 6.5
31,196 31,983 32,420 32,886 33,789 35,894 37,068 38,975
7.5 25 1.4 1.4 2.7 6.2 3.2 5.2

3,059.4 3,050.0 3,072.0 3,133.2 3,198.3 3,256.7 3,316.6 3,382.8
29121 2,884.0 2,855.5 2,903.7 2,978.1 3,070.1 3,125.5 3,188.1
4.81 5.44 7.05 7.32 6.89 5.73 5.76 5.75

2,684.4 2,717.5 2,665.4 2,654.9 2,674.5 2,739.5 2,809.1 2,868.0
24 1.2 -1.9 -0.4 0.7 24 2.5 2.1
336.3 326.4 300.1 2748 263.2 266.5 272.8 276.8
-4.8 -2.9 -8.1 -8.4 -4.2 1.2 24 1.4
239.7 2329 2120 1905 181.0 1857 1924 197.6
-6.4 -2.8 -9.0 -10.2 -5.0 2.6 3.6 2.7
89.6 86.8 82.9 70.1 62.1 63.3 69.8 75.5
-16.5 -3.1 -45 -15.5 -11.4 1.9 10.3 8.3
96.5 93.5 88.1 84.3 82.3 80.8 80.5 79.2
-0.3 -3.2 -5.7 -4.3 -2.5 -1.8 -0.4 -1.6
158.3 161.3 1548 1549 160.0 170.8 180.6 182.7
6.5 1.9 -4.1 0.1 3.2 6.8 5.7 1.2
2,179.4 2,220.0 2,200.9 2,216.1 2,242.5 2,293.1 2,346.7 2,399.4
3.3 1.9 -0.9 0.7 1.2 2.3 2.3 2.2
29.6 34.5 36.0 36.5 38.5 40.0 42.3 43.7
14.0 16.9 4.1 1.6 5.5 3.7 5.8 3.5

39.065 40.384 37.216 42.753 44.193 52.147 49.496 48.558
-13.1 3.4 -7.8 14.9 3.4 18.0 -5.1 -1.9
26.372 26.761 26.856 32.802 34.396 38.043 32.801 30.657
-6.7 1.5 0.4 22.1 4.9 106 -13.8 -6.5
12.693 13.623 10.360 9.951 09.797 14.105 16.694 17.901
-24.0 7.3 -24.0 -4.0 -1.5 44.0 18.4 7.2
8.05 7.45 6.88 5.93 5.92 5.78 6.01 6.73
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Table 1.3
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U.s.

Real GDP
%Ch

Implicit Price Deflator
%Ch

Mortgage Rate

3 Month T-Bill Rate

Washington

91

Real Personal Income
%Ch

Personal Income
%Ch

Employment
%Ch

Housing Permits
%Ch

G600z 4equisjdag

Comparison of Alternative Forecasts

Fiscal Year 2005
(@] B P G

10948.5 10948.5 10948.5 10948.5
3.7 3.7 3.7 3.7
1.096 1.096 1.096 1.096
2.7 2.7 2.7 2.7
5.78 5.78 5.78 5.78
2.21 2.21 2.21 2.21

204.519 204.519 204.519 204.519
4.9 4.9 4.9 4.9
224211 224.211 224211 224.211
7.7 7.7 7.7 7.7
27395 2739.5 27395 2739.5
24 24 24 24
52147 52147 52147 52147
18.0 18.0 18.0 18.0

Fiscal Year 2006
(0] B P G

11366.8 11322.7 11268.7 11335.5
3.8 34 29 3.5
1126 1130 1140 1.123
2.8 3.0 4.0 25
5.93 6.01 7.28 6.07
3.67 3.74 4.23 4.15

213.217 208.249 202.353 210.589
4.3 1.8 -1.1 3.0
240.191 235.272 230.644 236.558
71 4.9 29 55
2825.8 2809.1 27934 2809.6
3.2 25 20 26
52.732 49.496 42.611 50.066
1.1 -5.1 -18.3 -4.0

(O) Optimistic; (B) Baseline; (P) Pessimistic; (G) Governor’s Council of Economic Advisors

Fiscal Year 2007
(0] B P G

11850.8 11664.8 11445.8 11670.6
4.3 3.0 1.6 3.0
1140 1154 1180 1.150
1.2 21 3.5 24
6.16 6.73 9.91 6.43
3.94 4.34 5.77 3.77

229.498 218.091 206.399 216.180
7.6 4.7 2.0 2.7
261.673 251.616 243.562 248.685
8.9 6.9 5.6 5.1
29172 2868.0 2819.7 2877.8
3.2 21 0.9 24
56.548 48.558 35.175 48.828
7.2 -1.9 175 -2.5
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Table 1.4
Forecast Analysis
Comparison of Forecasts for 2003-05

Forecast Date 2004
Feb. June Sept.
uU.S.
Percent Growth, 2005:2-2007:2
Real GDP 6.8 6.8 6.5
Implicit Price Deflator 3.9 3.7 3.8

Average Rate, 2005:3 to 2007:2

3 Month T-Bill Rate 265 2.68
Mortgage Rate 7.01 6.57
Washington
Percent Growth, 2005:2-2007:2
Employment 4.2 4.0
Personal Income 128 127
Real Personal Income 8.6 8.7

Total (Thousands of units), 2005:3 to 2007:2

Housing Units Authorized 79.2 86.9

3.20
6.98

3.9
125
8.5

88.0

2005
Nov. Mar. June Sept.
6.2 6.4 59 6.3
3.5 3.7 3.9 5.0
3.10 342 389 404
6.54 646 6.76 6.37
3.3 3.6 4.0 44
11.9 122 13.0 140
8.1 8.3 8.8 8.6
86.3 89.7 934 98.1

Nov.

Feb.

2006

June

Sept.

Nov.

Mar.

2007
June




Table 1.5 Fiscal Years
Forecast Comparison
Forecast 2005 to 2007
2003 2004 2005 2006 2007
U.S.
Real GDP
September Baseline 10138.9 10557.5 10948.5 11322.7 11664.8
% Ch 1.9 4.1 3.7 34 3.0
June Baseline 10181.3 10633.9 11031.7 11380.7 11693.9
% Ch 2.3 4.4 3.7 3.2 2.8
Implicit Price Deflator
September Baseline 1.046 1.067 1.096 1.130 1.154
% Ch 1.8 2.1 2.7 3.0 2.1
June Baseline 1.046 1.066 1.091 1.115 1.137
% Ch 1.9 1.9 24 2.2 1.9
U.S. Unemployment Rate
September Baseline 5.89 5.81 5.31 4,98 4,93
June Baseline 5.89 5.81 5.32 5.15 5.25
Mortgage Rate
September Baseline 5.93 5.92 5.78 6.01 6.73
June Baseline 5.93 5.92 5.85 6.74 6.78
3 Month T-Bill Rate
September Baseline 1.30 0.96 2.21 3.74 4.34
June Baseline 1.30 0.96 2.24 3.80 3.98
Washington
Real Personal Income
September Baseline 191.548 195.008 204.519 208.249 218.091
% Ch 0.6 1.8 49 1.8 4.7
June Baseline 191.498 195.333 204.354 207.278 216.442
% Ch 0.5 2.0 46 14 44
Personal Income
September Baseline 200.344 208.157 224211 235.272 251.616
% Ch 24 3.9 7.7 49 6.9
June Baseline 200.344 208.145 222.866 231.158 246.044
% Ch 24 3.9 7.1 3.7 6.4
Employment
September Baseline 2654.9 2674.5 2739.5 2809.1 2868.0
% Ch -04 0.7 24 25 2.1
June Baseline 2654.9 2674.5 2739.8 2806.3 2861.7
% Ch -04 0.7 24 24 2.0
Housing Permits
September Baseline 42.753 44193 52.147 49.496 48.558
% Ch 14.9 34 18.0 -5.1 -1.9
June Baseline 42.753 44193 52.107 46.662 46.698
% Ch 14.9 34 17.9 -10.5 0.1
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Table 1.6
Long Range Economic Outlook
Forecast 2005 to 2015

U.S.
Real GDP, %Ch

Implicit Price Deflator, %Ch
3 Month T-Bill Rate

Mortgage Rate

State*

Real Personal Income, %Ch
Personal Income, %Ch

Employment, %Ch

2005

35

29

3.06

5.74

1.0

3.9

2.8

2006

3.3

25

4.19

6.46

4.9

75

22

2007

29

22

4.42

6.91

4.0

6.3

20

* September 2005 Baseline (2005-2007) judgmentally extended through 2015.

2008

34

2.0

4.66

6.96

25

4.6

20

2009

29

22

4.86

7.28

25

4.7

2.0

2010

2.8

23

5.00

7.54

25

4.8

2.0

2011

2.8

2.6

5.00

7.55

25

5.2

2.0

2012

2.8

2.7

5.00

7.55

25

5.3

2.0

2013

29

2.6

5.00

7.55

25

5.2

2.0

Calendar Years

2014

3.2

2.6

5.00

7.55

25

5.1

2.0

2015

3.3

2.6

5.00

7.55

25

5.1

2.0
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Comparison of Washington and U.S. Economic Forecasts

Chart 1.1
Total Nonfarm Payroll Employment
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Comparison of Washington and U.S. Economic Forecasts

Chart 1.5
Construction Employment
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Chart 1.7
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Chart 1.6
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Comparison of Washington and U.S. Economic Forecasts
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Comparison of Alternative U.S. Forecasts
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Comparison of Alternative Washington Forecasts

Chart 1.17
Personal Income

290

Optimistic == Baseline ®™== Pessimistic

280 |
270 |
260 |
250 -
240 -
230 -
220 |
210 |
200 |

Billions of Dollars

190 7\ | | | | |
2002Q1 2003Q1

Chart 1.19

2004Q1 2005Q1 2006Q1

Total Nonfarm Payroll Employment

3100

2007Q1

Optimistic == Baseline ™= Pessimistic

3000

2900

2800

Thousands

2700 -

2600

2002Q1 2003Q1

2004Q1 2005Q1 2006Q1

2007Q1

Chart 1.18
Real Personal Income

250

Optimistic == Baseline ™= Pessimistic

240 +

230

220

210

200

190

Billions of Chained 1996 Dollars

180 | | | | | | |
2002Q1 2003Q1

Chart 1.20
Housing Permits

60

2004Q1 2005Q1 2006Q1

2007Q1

F Optimistic == Baseline ™= Pessimistic

55 -

50 -

45 -

Thousands

40 -

35

30 | [ I — |

2002Q1 2003Q1

2004Q1 2005Q1 2006Q1

2007Q1




Chapter 2

Washington Business Indicators

The National Economy

he Bureau of Economic Analysis reported that real gross domestic product (GDP), the broad-
I est measure of economic activity, grew at a 3.3* percent annual rate in the second quarter of
2005, down slightly from the first quarter’s rate of 3.8 percent. As in the previous quarter, the
bulk of the growth was provided by real consumer spending, increasing at an annual rate of 3.4 percent in
the second quarter and 3.5 percent in the first. Real consumer spending was supported mainly by real
durable goods consumption, which accelerated to an annual growth rate of 7.9 percent after growing at
2.6 percent in the previous quarter. Real nondurable goods consumption increased at a rate of 3.6 percent
and real services consumption increased at a rate of 2.3 percent, down considerably from their previous
growth rates of 5.3 and 2.8 percent respectively. Real gross private domestic investment detracted from
headline real GDP growth in the second quarter, contracting at an annual rate of 3.7percent after growing
at a rate of 8.6 percent in the previous quarter. The decline was due to a large reduction in private
inventories. Without the inventory decline, real GDP growth would have been 2.1 percentage points
higher. Real fixed investment grew at a strong rate of 9.5 percent in the second quarter, with growth rates
of 8.8 in non-residential investment and 10.8 in residential investment. Investment growth rates for the
previous quarter were lower, at 7.0, 5.7 and 9.5 respectively. Real government spending growth in-
creased to arate of 2.5 percent after increasing at a rate of 1.9 percent in the first quarter. For the first time
in seven quarters, trade contributed positively to headline real GDP growth in the second quarter, as real
exports grew at an annual rate of 10.7 percent while import growth declined at a rate of 0.3 percent.

The Institute for Supply Management (ISM) reported that its index of manufacturing activity de-
creased in August to 53.6 from its July value of 56.6. Despite the decline, the fact that the index value
remains above 50 indicates that manufacturing sector output is still increasing. The index has now been
above 50 points for the past twenty-eight months. After dipping below 50 during May and June, the
employment component of the index recovered to 53.2 in July and 52.6 in August. A value greater than 50
indicates that more of the manufacturers surveyed have been increasing employment than decreasing it
during that period.

On a seasonally adjusted basis, the U.S. economy has added jobs for twenty-seven straight months
beginning in June 2003, with positive year-over-year growth for the last twenty-one months. August’s
seasonally adjusted payroll employment grew by 169,000 after a strong July increase of 242,000. The
U.S. unemployment rate decreased to 4.9 percent in August from July’s value of 5.0 percent.

Productivity growth slowed in the second quarter of 2005, increasing at a 1.8 percent annual rate after
growing at a strong 3.2 percent rate in the first quarter. Inflation was high in both July and August with 0.5
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percent monthly increases in the seasonally adjusted Consumer Price Index (CPI) for both months. The
increases were driven by monthly increases in the energy component of the index of 5.0 percent for August
and 3.8 percent in July. Year-over-year CPI growth was 3.6 percent in August and 3.2 percent in July.
The seasonally-adjusted index excluding food and energy increased at a monthly rate of 0.1 percent in
both July and August, resulting in year-over year growth of 2.1 percent for both months.

The effects of high energy prices and hurricane Katrina were reflected in The Conference Board’s
Index of Consumer Confidence for September. The index fell to 86.6 from August’s reading of 105.5.
Both the expectations and present conditions components of the index declined, with the larger decline in
the expectations component. The University of Michigan Consumer Sentiment Survey also showed de-
creases in both the expectations and present conditions components in its preliminary estimate for Septem-
ber, decreasing the composite survey to 76.9 from August’s value of 89.1. The Conference Board’s U.S.
Index of Leading Indicators decreased 0.2 percent in August after declining by 0.1 percent in July. August’s
index components were evenly split with five positives and five negatives.

The Federal Open Market Committee (FOMC) voted to increase its target rate for federal funds from
3.5t0 3.75 percent at its September 20, 2005 meeting. This was the FOMC'’s eleventh consecutive 25
basis point increase since its meeting of June 30, 2004. The Committee’s statement reaffirmed its contin-
ued tightening policy, retaining the paragraph that has remained constant since the March meeting that it
“...believes that policy accommodation can be removed at a pace that is likely to be measured.”

The non-seasonally adjusted Monster Employment Index, which measures internet employment ad-
vertising, increased to 142 in August, a year-over-year increase of 26.8 percent. This followed a 25.2
percent year-over-year increase in July. The Conference Board’s Help Wanted Index, however, which
measures newspaper employment advertising, declined to 35 in August from July’s value of 39, down 5.4
percent year-over-year.

The State Economy and Indicators

Washington wage and salary employment rose at a 2.2 percent annual rate in the second quarter of
2005, following a strong growth rate of 3.5 percent in the first quarter. This was the eighth consecutive
quarterly increase. Aerospace employment had a third consecutive strong quarter of growth, growing at
an annual rate of 10.6 percent in the second quarter of 2005, 12.1 percent in the first quarter, and 9.5
percent in the fourth quarter of 2004. The increase in aerospace employment helped propel durable
goods manufacturing to a 4.5 percent annualized growth rate in the second quarter of 2005 and 4.6
percent in the first quarter. A 6.6 percent annualized decline in nondurable goods employment, however,
reduced the total annualized growth rate for manufacturing in the second quarter of 2005 to 1.0 percent,
following a growth rate of 4.2 percent in the first quarter. This was the fifth consecutive quarterly increase
in manufacturing employment.

Washington’s seasonally adjusted unemployment rate increased in August to 5.8 percent from July’s
value of 5.6 percent. The non-seasonally adjusted Washington Purchasing Management Index decreased
slightly in August to a value of 60.7 from July’s value of 61.8. As with the national ISM index, values
greater than 50 indicate expansion. The index has been greater than 50 the last twenty-nine months and
greater than 60 for twenty of those months. The employment component of the index decreased to 57.1
from July’s value of 63.6. The employment component has now been at or above 50 for the last twenty-
four months. Washington’s seasonally adjusted initial claims for unemployment insurance dropped in
Augustto 36,100 from July’s count of 38,100. August’s Seattle Times Index of Help-Wanted Advertising,
however, decreased to 55.9 from January’s level of 57.5. Washington’s seasonally adjusted average
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weekly hours in manufacturing remained constant in August at 39.2. August year-over-year growth in the
Seattle CPI increased to 2.7 percent from June’s value of 2.3 percent. August’s index, excluding food and
energy, however, was up only 0.9 percent year-over-year.

The preliminary Boom Monitor Composite Index increased in August to a value of 53.6 from March’s
value 0f 52.9. The index has been above 50 for seven of the past nine months, dipping slightly below only
in January and May. Boom Monitor levels near 50 indicate that growth in the index’s components is near
their historic growth rates. The Washington Index of Leading Indicators increased by 0.3 percent in
August, following an increase of 0.8 percent in July. Since bottoming out in March 2003 at 101.8 points,
the index has increased or remained constant twenty-four of the twenty-nine intervening months. Three of
the seven index components were positive in February. The largest positive contributors were the
abovementioned decrease in unemployment claims and a decrease in the trade-weighted value of the
dollar. While the authorized housing permits component declined to an annualized level of 52,100 units
from July’s level of 56,300 units, the August level is still quite strong. Below is a summary of what various
national and state indicators are indicating as of the publication date of the September 2005 economic and
revenue forecast.

*This is based on the most recent data from the Bureau of Economic Analysis (the final GDP estimates for the second
quarter of 2005 released September 29, 2005). The September economic forecast is based upon the September
Global Insight forecast, which incorporated the BEA's preliminary GDP estimate released on August 31. While the
final estimate of total GDP growth is unchanged from the preliminary estimate, many of the growth rates of its
components reported here differ from those in the preliminary estimate.
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Table 2.1
Summary of National and State Indicators

Most Recent

Indicator Latest Data Indication'
U.S. Leading Index August 2005 -
U.S. Real GDP Growth 2005, quarter 2 +
U.S. ISM Index August 2005 - but growth still indicated
U.S. Employment y-o0-y %ch August 2005 +
U.S. Unemployment Rate August 2005 +
U.S. Help Wanted Index August 2005 -
U.S. Fed Funds Target September 20, 2005 credit tightening
U.S. Consumer Confidence September 2005 -
U.S. CPI August 2005 -
U.S. Monster Employment Index August 2005 +
S&P 500 Index Week of September 19, 2005 -
WA Leading Index August 2005 +
WA ISM Index August 2005 - but growth still indicated
WA Help Wanted Index August 2005 -
WA Employment y-o0-y %ch August 2005 +
WA Aerospace Empl. Growth August 2005 +
WA Unemployment Rate August 2005 slight -
WA Boom Monitor April 2005 +
WA Initial Unemploy. Claims August 2005 +
WA Housing Permits August 2005 slight -, still strong
WA Weekly Hours in Mfg. August 2005 unchanged
WA New Car/Truck Registration August 2005 +
WA Migration (DOL data) August 2005 +
WA Exports-Total 2005 qtr 1 +
WA Exports- w/o Trans. Equip. 2005 qtr 1 +
Seattle CPI April 2005 -

NW Regional Stock Index

Week of September 19, 2005

"+ sign: good for the economy; = sign : Indicates weakness

Chapter 2

28

September 2005



Z Jeydeyo

62

G600z 4equisdag

Washington State Economic Indicators

Chart 2.1 Chart 2.2
Year-over-Year Employment Growth Washington Aircraft and Parts Employment
January 1980 to August 2005 January 1958 to August 2005
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Chart 2.3 Chart2.4
Unemployment Rate, S.A. Washington Boom Monitor Composite Index
January 1980 to August 2005 July 1971 to August 2005
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* Shaded areas correspond with Washington employment downturns.
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Washington State Leading Indicators

Chart 2.5
The Washington and U.S. Indexes of Leading Indicators
January 1970 to August 2005
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Chart 2.7
Seattle Times and U.S. Help-Wanted Advertising Indexes
January 1970 to August 2005
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Shaded areas in all charts correspond with Washington employment downturns.

Chart 2.6
Washington Initial Claims for Unemployment Insurance
January 1970 to August 2005
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Chart 2.8
Housing Units Authorized in Washington State
January 1970 to August 2005, 3-Month Moving Average
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Other State Economic Indicators

Chart 2.9
Average Weekly Hours in Manufacturing
Jan. 1970 to August 2005, 3-Mo. Moving Average, SA
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Chart 2.11
New Car and Truck Registrations in Washington
January 1977 to August 2005, 6-Month Moving Average
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* Shaded areas correspond with Washington employment downturns.

Chart 2.10
Washington Driver's License Migration
September 1983 to August 2005 12-Month Moving Average
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Chart 2.12
Institute for Supply Management Index
January 1984 to August 2005
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Other Economic Indicators

Chart 2.13
Quarterly U.S. Real GDP Growth
1970 QI to 2005 Q2
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Chart 2.15
U.S. Economic Indicators*
January 1970 to August 2005
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Chart 2.14
Washington State Export Composition
Change from Same Quarter Year Ago, 1998Q1 to 2005Q2
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Chart 2.16

Northwest 50 Regional Stock Index vs. National Indices
January 1, 1996 to September 23, 2005
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Other Economic Indicators

Chart 2.17
Federal Funds Target Rate
October 1, 1990 to September 29, 2005

Percent

1990 1992 1994 1996 1998 2000 2002 2004

Chart 2.19
Seattle vs U.S. CPI (All Urban Consumers)
December 1998 to August 2005

— USs
— Seattle

Year-over-Year Percent Change

Dec-98Aug-99Apr-00Dec-00Aug-01Apr-02Dec-02Aug-03Apr-04Dec-04Aug-05
Apr-99Dec-99Aug-00Apr-01Dec-01Aug-02Apr-03Dec-03Aug-04Apr-05

Chart 2.18
Consumer Confidence
January 1978 to September 2005 (U of M Sept. Prelim.)
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Chart 2.20
Monster Employment Index
October 2003 to August 2005
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Table 2.2
Washington Business Indicators
Historical Data

Washington Index U.S. Index Seattle Index U.S. Index Washington Purchasing U.S. Purchasing

of Leading of Leading of Help-Wanted of Help-Wanted Management Management

Indicators Indicators Advertising Advertising Index Index
2003:8 103.2 125.8 59 37 54.7 55.0
2003:9 103.9 126.7 60 37 58.3 54.7
2003:10 104.5 127.9 60 37 63.5 57.1
2003:11 104.7 128.7 58 39 64.2 61.3
2003:12 105.5 129.8 59 37 64.3 63.3
2004:1 105.8 130.9 57 38 58.2 63.6
2004:2 106.3 131.4 57 40 62.1 61.4
2004:3 106.9 133.0 58 39 72.2 62.5
2004:4 107.1 133.3 58 38 63.6 62.4
2004:5 107.4 134.0 58 39 60.2 62.8
2004:6 107.0 134.5 55 38 68.4 61.1
2004:7 108.1 135.0 56 37 70.9 62.0
2004:8 108.3 135.1 56 37 61.3 59.6
2004:9 108.3 135.2 52 36 63.1 59.1
2004:10 108.7 135.2 52 37 56.7 57.5
2004:11 110.4 136.0 53 40 59.3 57.6
2004:12 111.6 136.9 54 38 68.3 57.3
2005:1 111.2 136.8 55 41 62.1 56.4
2005:2 111.8 137.1 54 41 71.6 55.3
2005:3 111.5 136.2 56 39 68.9 55.2
2005:4 111.6 136.3 54 39 64.5 53.3
2005:5 112.4 136.5 58 37 66.3 51.4
2005:6 112.3 138.0 54 38 62.5 53.8
2005:7 1131 137.9 58 39 61.8 56.6
2005:8 113.4 137.6 56 35 60.7 53.6




Chapter 3

Washington State Revenue
Forecast Summary

Introduction

he Washington State Economic and Revenue Forecast Council approved a $492.6 million
I increase to the General Fund-State revenue forecast at its September 15, 2005 meeting. The
increase to the revenue forecast in September includes $97.3 million of higher than expected
collections in the three months since the June forecast. As was the case in June and March, the strength of
the real estate market continues to exceed expectations and remains the main engine driving economic and
revenue growth. Mortgage rates have remained lower than assumed in June and continue to fuel the
growth of construction and real estate activity. The strong housing market continues to allow households to
cash-out home equity. The additional resources from home equity cash-outs along with a higher income
and employment forecast are expected to produce a lot more spending and revenue than expected in June.
The impact of the hurricanes Katrina and Rita may cause some near term economic disruption, however,
the forecast assumes that it does not pose a threat to the economy in the longer run.
Although the GFS revenue for the 2003-2005 biennium which ended June 30, 2005 was $153.1
million less than expected, this was virtually all due to the timing of $153.9 million of estate tax refunds. The

ne forecast assumed
June ! Table 3.1 Cash Basis

these rgﬁmds would be is- Revision to the General Fund-State Forecast
sued in July 2005 and| 2003-05 & 2005-07 Biennia
would reduce revenue in| September 2005

the 2005-07 biennium. In- | (Millions of dollars)

stead, they were issued 2003-05  2005-07 Both
June 30,2005 and reduced Biennium Biennium Biennia
2003-05 biennium re-
ceipts. Excluding the im-

Legislation/ non- Economic Change $0.0 $0.0 $0.0

t of th fi th

12)?)%3005 i)s_e re }mds, © Timing of Estate tax refunds** ($153.9) $153.9 $0.0
) 1CNNIUM WaS| .0 cast Change $0.8 $492.1 $492.9

$0.8 million more than as-
sumed in June. The major
change to the forecast in| Total Change* ($153.1) $646.0 $492.9
GFS revenue forecast in *Detail may not add to totals due to rounding

September was the outlook [ **The June 2005 forecat assumed Estate tax refunds would be made July 1, 2005 (2005-07
for the 2005-07 biennium. | biennium); instead they were issued June 30, 2005 (2003-05 biennium).
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The September forecast for the 2005-07 budget period is $646.0 million more than in June. The change
includes a $492.1 million increase due to expectations of stronger economic and revenue growth than
assumed in June. In addition, the timing of the estate tax refunds adds another $153.9 million to 2005-07
GFS revenue.

Cash receipts in the 2003-05 budget period which ended June 30, 2005 totaled $23,393.6 million.
This was $2.3 billion (10.7 percent) more GFS revenue than in the 2001-03 budget period. Most of this
gain is due to strong economic growth, although some of the increase is due to tax law changes and other
non-economic factors. Excluding tax law changes, and other special factors, GFS revenue increased 10.3
percent in the 2003-05 biennium. The preliminary GFS unrestricted ending balance for the 2003-05
biennium totals $823.6 million, 3.5 percent of the biennial budget.

The September 2005 GFS forecast for the 2005-07 biennium, which spans the period July 2005
through June 2007, is $26,030.8 million. The strong revenue growth seen in the last half of the 2003-05
biennium has continued in the first quarter of the 2005-07 biennium. Although revenue growth is expected
to moderate, the economy is still expected to generate solid revenue growth in the 2005-07 biennium.
GFS revenue in the 2005-07 budget period is projected to be $2.6 billion (11.3 percent) higher than in the
2003-05 biennium. The growth of GFS revenue in the current biennium is affected by a larger amount of
property tax revenue being transferred from the General Fund to the Student Achievement Account. Ad-
Justing for these factors and other tax law changes GFS revenue is expected to increase 12.0 percent in the
2005-07 biennium. The GFS unrestricted ending balance is projected to total $1,118.0 million at the end
of the 2005-07 biennium. This is 4.3 percent of the 2005-07 spending level.

Background and Assumptions

The Washington State GFS revenue forecast is prepared quarterly in conjunction with the state eco-
nomic forecast for the Economic and Revenue Forecast Council. The Economic and Revenue Forecast
Council was created by Chapter 138, Laws of 1984, to provide an objective revenue forecast for both
executive and legislative branches of state government. The Council consists of six members, two ap-
pointed by the Governor and two appointed by the Legislature from each caucus of the Senate and House
of Representatives. Current members of the Economic and Revenue Forecast Council are listed inside the
front cover of this publication. The GFS revenue forecast is updated four times per year: March (February
in even-numbered years), June, September, and November. Each state agency engaged in revenue collec-
tion is responsible for forecasting the revenue it collects or administers. The staff of the Economic and
Revenue Forecast Council is responsible for the preparation of the state economic forecast and the rev-
enue forecast of the Department of Revenue’s GFS sources. The staff is also responsible for review and
coordination of the revenue forecasts of agencies that collect relatively large amounts of GFS revenue.
These are the Department of Licensing, the Office of the Insurance Commissioner, the Lottery Commis-
sion, the State Treasurer, the Liquor Control Board and the Office of Financial Management. The Office of
Financial Management is responsible for summarizing the forecasts of all other state agencies that collect
relatively smaller amounts of GFS revenue.

For each quarterly update, the staff of the Economic and Revenue Forecast Council, under the direc-
tion of the Executive Director, reviews (and if warranted, modifies) a national economic forecast prepared
by Global Insight Inc. A state economic forecast is then prepared using an econometric model that links
Washington’s economy to the national economy. The Global Insight national forecast is the primary driver
for the state economic forecast. After review by the Governor’s Council of Economic Advisors, the eco-
nomic forecast is used to prepare a baseline forecast of GFS revenue. Agencies and the staff of the
Forecast Council use the economic forecast, in conjunction with revenue models, to prepare a GFS
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revenue forecast. The revenue forecasts for most major General Fund sources are prepared using econo-
metric models which link the tax base of major General Fund taxes to the national and state economic
forecast. A baseline revenue forecast, along with at least two alternative forecasts, is prepared for all GFS
sources and presented to the Forecast Council for approval. Once the Council approves the forecast, it
becomes the official forecast of GFS revenue. An outline of the forecast process, including a summary of
the September 2005 baseline forecast for the 2005-07 biennium is shown in Table 3.2.

September 2005 Forecast Assumptions

L.

The September 2005 GFS revenue forecast is based in part on the economic forecast for the
U.S. and the Washington State economies presented in Chapter 1 of this publication. The economic
outlook for the state is in part based on a modification of the Global Insight Inc. September 2005
baseline forecast for the U.S. economy. The U.S. forecast was prepared before the economic
impact of Katrina and Rita could be fully taken into account. Although there will be some economic
disruption in the near term, the impact of these hurricanes are not expected to have a major
impact on the economy in the longer run.

The GFS revenue forecast is based on current law and administrative practices. Tax law changes
enacted during the 2005 legislative session and signed into law by the Governor were included in
the forecast in June.

The impact of the timing of refunds associated with the State Supreme Court case that invalidated
Washington’s estate tax reduced actual GFS receipts in the 2003-05 biennium and increased the
forecast for the 2005-07 biennium by the same amount. These refunds were issued on June 30,
2005 and reduced the GFS receipts for the 2003-05 biennium by $153.9 million. The June
forecast incorrectly assumed that these refunds would be issued July 1, 2005 and would reduce
receipts in the 2005-07 biennium.

The June 2005 forecast assumed that the $38.6 million of refunds associated with the Agrilink
court case would be issued in the first three months of fiscal 2006. The issuance of these refunds
has been delayed. The September forecast continues to assume that entire $38.6 million of
refunds will eventually be issued but the timing has been changed. The forecast now assumes that
these refunds will be issued more gradually over the course of the biennium rather than early in the
biennium.

Under provisions of Initiative 728, passed by the voters in November 2000, lottery revenue was
dedicated to a newly created Student Achievement Account and to the School Construction
Account. Prior to Initiative 728, most lottery revenue went into the General Fund. Under provisions
of E2SSB 6560, enacted during the 2002 legislative session, the state is participating in a multi-
state lottery game. Proceeds from this new game go the General Fund, after the first $102 million
per year of uncommitted lottery earnings are transferred to the Student Achievement Account
and the School Construction Account. Part IT of Table 3.18 summarizes lottery distributions by
fund.

There are several legal challenges to various aspects of the state’s tax laws or administration.
Most of these challenges are in litigation and either have not yet been ruled on by the courts or are
on appeal. Any impact on GFS receipts will not be incorporated into the forecast until the issue
has been completely resolved.

There have been several legislative and other non-economic changes affecting actual GFS receipts
for the last few biennia as well as the forecast for the 2003-05 and 2005-07 biennia. As of June
2005, new tax law changes and other non-economic factors have increased GFS revenue for the
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Table 3.2

Economic and Revenue Forecast Flow Chart*

General Fund-State
2005-07 Biennium
(Amounts in millions)

National Economic
Forecast

Preliminary
Washington State
Economic Forecast

Sales $13,522.0
Use $941.7
Business and Occupation $4,769.1
Public Utility $633.9
Department of Revenue Liquor Taxes $280.9
Property Tax (Schools) $2,777 .4
Cigarette $93.4
Real Estate Excise $1510.4
Timber Excise $20.8
All Other $736.9
Insurance Commissioner Insurance Premiums $493.5

Review by
Governor’'s Economic
Advisors

Department of Licensing

Motor Vehicle Excise & Rental Car $0

Other DOL

$40.5

Review by
Forecast Council
and Work Group

Liquor Control Board

Liquor Excess Funds/Fees

$98.1

Final National and
Washington Economic
Forecast

* Cash Basis

Lottery Commission Lottery Revenue $0.0
OFM

All Other Agencies All Other Revenue and Transfers  ($7.9)
State Treasurer Interest Income $102.4

Total

General Fund
State Revenue
approved by the
Economic and

Revenue Forecast

Council

$26,030.8




2003-05 biennium by an estimated $624 million. The GFS forecast for the 2005-07 biennium is
also affected by legislation and other non-economic factors. The impact of legislation and other
non-economic changes has reduced the GFS forecast for the 2005-07 biennium by $403 million.
8. Initiative 728, which transfers a portion of revenue from the General Fund to the Student
Achievement account, has a disproportional impact on GFS revenue over time. The I-728 property
tax transfers grow from $267.0 million in the 2001-03 biennium to $329.8 million in the 2003-05
biennium. They are expected to grow to $491.7 million in the 2005-07 biennium. (See part I of

Table 3.18.)

Recent Collection Experience

Revenue collected in the three months since the June forecast was $97.3 million, 3.5 percent, more
than expected. Some of this variance ($25.6 million) was due to special factors that are unrelated to the
strength of the economy. Excluding special factors, the economy generated $71.7 million, 2.5 percent,
more revenue than expected in the last three months. Virtually all of the positive revenue variance since
June was due to higher than expected Revenue Act (retail sales, business and occupation, use and public
utility tax) receipts and real estate excise tax collections. Revenue Act tax payments exceeded the June
forecast by $71.5 million (including special factors) and the GFS share of real estate excise tax collections

were $24.1 million more than
expected. The special factors
this period were a change in
the timing of refunds associ-
ated with the Agrilink court
case. In June a large portion
of the refunds associated with
the Agrilink decision ($25.6
million) were expected to be
issued in the July 11 through
September 10, 2005 collec-
tion period. These refunds
were not issued during this
period and as a result receipts
were $25.6 million higher than
they would have been in-
creasing the variance from
$71.7 million to $97.3 million.

Despite rising short term
interest rates, mortgage rates
have remained lower than as-
sumed in June. Low mortgage
rates, easy credit, and stron-
ger employment and income
growth, have continued to
produce a much better than
expected housing market. The
strong housing market is the
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Table 3.3

Collection Variance of Major General Fund-State Taxes by Agency
June 11 - Sept. 10, 2005

Based on the June 2005 Forecast (Millions of Dollars)

Adjusted

Collection Percent of Collection Percent of

Agency/Source Variance* Estimate Variance** Estimate
Department of Revenue

Revenue Act' $71.5 3.0% $45.9 1.9%

Non Revenue Act? $24.9 6.1% $24.9 6.1%

Subtotal $96.5 3.4% $70.9 2.5%

Department of Licensing? $0.9 9.9% $0.9 9.9%

Other na na na na

Total*** $97.3 3.5% $71.7 2.5%

Revenue Act taxes consist of retail sales, business and occupation, use, public utility and
tobacco products taxes as well as penalty and interest receipts. The variance is based or]
collections June 11, 2005 through Sept. 10, 2005.

Variance based on June 2005 through August 2005 collections. Major Non Revenue Act
sources include: state property tax levy, real estate excise tax and estate tax.

Collection variance: actual tax payments compared to monthly estimates based on

the June 2005 forecast.
** Variance adjusted for special factors. Shift in the timing of estate tax refunds.
*** Detail may not add to total due to rounding.
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principle reason for the very strong growth in revenue. Revenue Act taxes were 10.0 percent above the
year-ago level in the three months since the June 2005 forecast (May 2005 through July 2005 business
activity). This is up from 9.4 percent in the first quarter 2005. Revenue growth continues to significantly
outpaced income growth. Revenue Act revenue increased nearly twice as fast as income in the second
quarter and has increased faster than income for the last eight quarters. The September forecast assumes
that this pace of growth is unsustainable in the long run, and that eventually revenue growth will slow. How
soon slowing occurs is the harder question. Strong revenue growth is likely to continue as long as the
conditions that have helped foster it continue: low long-term interest rates, a strong housing market and a
steadily improving labor market.

Industry detail for the most recent month available (July 2005 activity, reflecting excise tax payments in
the August 11- September 10, 2005 period) based on preliminary tax payment data of more than 16,100
taxpayers who filed electronically show an overall increase of 8.7 percent. The increase is across-the-
board, with most two-digit NAICS sectors reporting an increase in tax payments. The preliminary July
data show that tax payments of businesses in the retail trade and food services sector w